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Severe fragmentation) low market penetration and sustained 10­
20% annualized growth all point to the private security industry

evolving into the equivalent ojanother "utility" industry that
could generate over $200 billion annually.

U... tiIi ties have an incomparable marketing platform..... .1 00% market share

i of 100% ofall households and businesses for hundreds, maybe even

'. thousands ofsquare miles. And they have been holding that position.

uninterrupted, for decades. That should make them the ideal candidate for

diversification into the private security business. But why are, or why should, the

"utilities" be interested in the alarm security industry? It's a question that the

insiders of the security business have been asking, and this article will shed light

on this issue by exploring the obstaclcs and opportunitics preventing (or

enabling) utilities from controlling the entire market.

WHO Is DOING WHAT

As of mid 1997, Western Resources (electric) had invested over $1 Billion in

the alarm induslt)'. Entergy (electric) has investcd ovcr $100 r-,·fillion. Ameritech

(telephone) has announced alarm security investments of over $500 Million.

Other electric utilities that have announced their intentions to be in the private

security industry include Edison International, Arizona Power, MidAmerica

Power, Southern Company, PacifiCorp, Nipsco, Southwcstern Bell, Tampa

Electric, UtiliCorp and ,Io,'right-Hennipen. Tclephonc utilities with some

experience or exposure include AT&T, Mel, New England Telephone. Sprint

and Roseville Telephone.

PROJolLE OF THE ATIRACTION

The "private security industry" produces over $1 00 Billion annually from

more than 26 different business groups within the United States. The "alarm

security industry" isjmt onc of those business groups, producing $16 Billion

annually from J4 million uscI' customers, all of which an: sen'iced by 10,000
'lbnn (kalcrs. The oY(-ralllllarkct can he divided into 1\\"0 hroClomarkct scg­

l11<'nlS, "rcsidt'llti,d" (~\llJChviclcointo at least (i SU1J-SCglllclltS) ;.nc! "no1\·rcsiden­

tiCl\" (sub-divided int() ;1I1C<\SI 4 sul,-scgl\,C"ls). ]\1,lrkcll'cIIC!\ ;JI. i(llI for IIloni

tored residential security

market averages 11% (or 10

million users) and about 50%

penetration for non-residen­

tial (or 3 million usersr

Twenty-five ofthe largest

dealers control 25% of the

customers. The next 1,000

dealers control 60% of the

customers, and the remain­

ing 9,000 dealers control

15% ofthe customers.

TID: OPPORTUNIlY
Se\'ere fragmentation, low

market penetration and

sustained 10-20% annualized

growth.all point to the private

securi"ty industry evolving into

the eguivalent ofanother

"utility" industry that could

generate over $200 billion

annually. The United States

and most other countries

around the globe now have a

desperate need for low-cost,

pri\Clle security. The alarm

security alone is expected to

produce 25 million new and

retrofit customersjust in the

llnited States before the year
200:'1. The pOWcrflll market­

ing platfortn of the electric

utililY industr)" (lhe (Inc that

slillexisls in I ~1<.J7) provides <l

uniljuc opporlunitv to
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SECURITY MARKET
money in alarm security. Peers of

Warner Amex, not knowing the

Warner Amex strategy, followed

blindly because they didn't want to

miss out on the (unknown) opportu­

nities (i.e., ifWarner Amex is in the

alarm industry, we need to be there

too). Warner Amex accomplished i~
objective, which was to use security as

a marketing tool to win key city

franchises, whereas most ofthe

peers lost focus and wasted much of

their time and money. Alarm

security was not compatible with

CATV as part of the "bundle of

services."

Mistake #2: Outsource to alarm

industry mentors. There were no

mentors in the alarm security

industry suitable for CATV to follow.

Nearly 15,000 alarm dealers had less

than 8% ofthe residential market

penetration and were so fragmented

that it was even difficult for competi­

tors to hold intelligent conversation

with each other. Most security alarm

companies did not even have the

marketing and management skills to

grow and manage their own busi­

ness. Consequently, adding greater

responsibilities to these small

companies collapsed most of their

business plans. CATV system

operators ended up taking control

themselves. Mter losing consider­

able time, and at great expense,

most CATV operators made a

complete exit.

ERA OF ELECfRIC

DEREGUlATION VS. CATV
The profile of the alarm security

industry has expericnced some

change in the last tcn ycan;, but very

little compared to othel- communica­

tions industries. The O\'eraJl dynam­

ics that impact success/failure have
changed vcry liulc, lOCI. The hoohy

traps are still very well hidden. Now

that we have entered the era of

deregulation for electric utilities we

could see some of the same mistakes

the CATVs experienced, and for the

same reasons. Or we could learn

from those mistakes and shorten the

learning curve, which is basic

business planning - know what you

want to do, know whyyou are doing it

and know how you are going to do it.

Buy vs. BUILD VS• .Au1ANCE

Of the three options for market

entry, most new investors make entry

via acquisitions. Buying and consoli­

dating existing firms and/or

customers are considered the fast

and easyway to reach critical mass.

Building from a pure startup is

generally the hardest and slowest

entry strategy. Alliances \\;th existing

firms can be a good balance between

buying or building.

Buy Strategy: Several experienced

analysts of the private security

industry can produce evidence that

the traditional alarm security

industry is seriously "broken" and

needs considerable "fixin' "Bu}'in rr
C>

into the market could be high risk

and counter-productive due to all its

excess "baggage." It could bc more

difficult to buy and fix the problems

than to start from a fresh position.

Included in this baggage are:

* Low residential market penetra­
tion, i.e., low marketing skills

* Severe fragmcntation among

thousands of dealers

*t-.1" .1I11mai technology and opera-

tional standardization

*Non-standard state licensing and
local regulations

* Police relations vcry \\'cak anel
getting weaker

'* l-lca\'n~O\'ernll1cnts\lhsidy (frce

res!'unse) going ;11\';1\

*Technology ofembedded base

requires costly retrofit

Build Strategy: Due to low overall

market penetration and the -bag­

gage" referenced above, the greatest

opportunity in the alarm security

industry is new customer creation

not existing acqUisitions. Focus o~
the next 20 million fresh new

customers rather than recycle the 10
million tainted existing users. The

unparalleled marketing platform ~f
most electric utilities will make it

easier to create new customers faster,

at lower cost and higher quality than

through acquisition and consolida­

tion. The time is right for a para­

digmshift.

Alliantes Strategy: The alarm

securit), industry still does not now

have many viable leaders and

mentors. Continuation ofmost

traditional alarm industry business

plans and strategies will surely

produce the traditional high cost for

low quality. Utilities are positioned

to quickly and painlessly take a

leadership position. However, it
would be a mistake to completely

ignore and bypass the traditional

industry. Utilities should develop

the su-ategy of,t:Ile paradigm shift,

then seek alliances with traditional

players for stlpport where appropri­

ate to shorten thc learning curvc_ It

cannot be stressed enough that the

primary reason for thc "incompatibil­

ity" is the difference in the market­

ing platform. The differenccs are so

great that it would be too much ofa

quantum leap for most of the

current players to offer lcadcrship.

Fortunately, the last few years of

consolidation have attracted new

management skills and busin('.$s

strategies from out.c;icle the industr)'.

which i5 producing a new geneld­
tiun of~alliance"partners.
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Before the
FEDERAL COMMUNICAnONS COMMISSION

Washington, D.C. 20554

In the Matter of Petition of Ameritech For )
Forbearance From Enforcement of Section )
275(a) ofthe Communications Act of 1934, )
As Amended )

Affidavit of Gerald 1. DeNicholas

STATE OF ILLINOIS

COUNTY OF DUPAGE

On this the 8th day of May, 1998, before me, a notary public for the state and county
aforesaid, personally appeared Gerald 1. DeNicholas, who acknowledged himself to be
the Vice President of Business Development and Strategy of SecurityLink from
Ameritech, Inc. ("SFA"), a Delaware corporation, and that he, as such Vice President of
Business Development and Strategy, having first duly sworn according to law, deposes
and states as follows:

1. That on June 28, 1996, SFA acquired the alarm monitoring assets of the
Home Security Division of Circuit City Stores, Inc., a company whose
principal business involves operating retail stores specializing in audio
and video equipment and appliances. Three months later, SFA acquired
the assets of Castle Guard Security, Inc., a small company with accounts
primarily in the Kansas City metropolitan area. In April, 1997, SFA
acquired the alarm monitoring assets of Central Control Alarm Co. and
Norman Security Systems, Inc., the latter after a competitive bidding
process. On June 19, 1997, after a competitive bidding process, SFA
acquired the alarm monitoring assets of Masada Security, Inc. On
October 3, 1997, after a similar competitive bidding process, it acquired
the alarm monitoring assets from six subsidiaries of Republic Security
Companies Holding Co., II, Inc. On the same day it acquired the assets
of the alarm monitoring division of Rollins, Inc., also in a competitive
bidding process.



2. Other than the Circuit City and Castle Guard transactions, which were of
modest size, each of these acquisitions was submitted for antitrust review
by the Department of Justice and Federal Trade Commission under the
Hart-Scott-Rodino Act. Neither agency raised an objection to any of the
transactions.

3. SFA has integrated all of the acquired assets into its existing operations
and has had no ongoing relationship with any of the selling companies.

4. Approximately 75% of SFA alarm monitoring customers are located
outside of Ameritech's telephone service area.

5. Prior to the enactment of the Telecommunications Act of 1996,
Ameritech had invested hundreds of millions of dollars in reliance on its
ability to compete on an equal footing in the alarm monitoring industry.

6. SFA has the ability to bring efficiencies and consumer benefits to the
marketplace. This is evidenced by the reduction in equipment cost that
SFA was able to achieve with its buying power. These cost benefits
were passed on to customers in lower prices for security systems. In
addition, SFA has made security services available to the mass market
with its no money down installation programs. In addition, Ameritech
has invested more than $13 million in the construction of a state-of-the­
art monitoring facility in Bradenton, Florida. This facility is one of the
most advanced facilities of its kind in the industry. Consumers will
receive the highest quality of service with a broader range of options at
affordable process. Ameritech's investment would have been
impractical and the facility would not have been built, if SFA had not
been able to engage in large scale growth through asset acquisitions. It is
only because of the economies of scale that accompany consolidation
that this investment became prudent.

Notary Public
SHEILA K RHOADS

Du Page County
, My Commission Expires Feb. 14, 2000
, Commission # :247016,,'iYlt........~~,..............,....~flHJ
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STORY IDfAS
Send business'news l.l

, ~

to ~O. Box 921, ;
Bradenton; FL ' ~

"34206.

SecurityLinkoperations center nearly complete.. . .

J

of.Lbe-art. manitoring tenter insouth
Manatee County Q(ljAcent to Inter­
state 75 near University Parkway.

Ameritech, a Bell company.
bOught. several fi.rIu. including
Republic lnduatriee Inc., foJ' '610
million cub Jut. Call, to make ita
SeeurityLink division tiie second
larpet monitoring company after
ADTInc.

UThe Bradenton facility is def"mitely one of our
major moilltoring centers. We intend to have

about SOO employees by the end of the year and
up to 1,000 over the next few years."

SHIlLYSIQO
Huold BlIJiII~ Wrillr

Manatee Couilty is one of tour
locatiollJ in the nation where state-

- ol-thEHUt secnrity monitming faeil-
~ itiea will be operated by Secu·
: ri~LiDk, a divisionot~bued
S0 .Ameritecb Carp. .
E ~ Company officia.l.s said Monday
~ they will clt8e 19 monitoringc:eDteT8

C ~ in North America to help the,
;) 0 ta.eannmUDitations firm brillg Opel'­
~ ~ aUoD.l closer together and openi.te
t more efficiently aftAr a bumber of
-I acquiBitionB in the rut Ciwo years.
R Under the mn,Wjdetjol1 plan, am·

tral monitoring will be dObe from
-I ) &ci1ities inBmdentoD, Birmingham
;,) ~ JadrMDvilIeand'fnroutA),AtnBrftati
1: JpOkesmao Ri.ch Map~ini ae.id.
:~. Work nearly fa complete on 8

l00,~ two-ctoty, stat&-

Analysts believe the business i.I a
natural ext1'nsion ofeenfoes f'ar tele­
phone companies 'looking for ways
to boost reveOUe6.

"Atsome point. tbt! big phooe com­
pa.nieiJ wiD dominate tbiab~•
predicted Robert Rosenberg, presi­
dent oflnslght. ReJearch Corp., a
marlceting finn in NcrwJenq.,"You

mctI Mapa_ can do home healLh monitoring, .
Ameri/echspolamJ'JDn alarm monitoring, smart hOWle

________________________ telemetry and other valu~8dded
busin.esa on the 8ADIe network."

. A federal f:e1econununi~tio.nslaw Ameriteeh·s decisions to COJ18Oli­
that pused 8 year ago prohibited, date will beneJit. ant88 with UlOni­

regjDnal Bell phoMcompanies.&om toring facilities. A. the company
operatingbomesecurltybuaiue&llC8 decides'how to manage its work­
until 2001, but. the Jaw grandfa- farre, morejobsconld become avail-
tbered in Bell'companies already in able. "
the security bualneM. Some workers at closed facilititiB
I The only Bell company in home have been offered jobs at, those
security when the law passed was remaining open, but Maganini said
Ameritedt. t.be Manatee County facility expects

to hire most. of its workers 10C8lly~
within the II1JUket from Tampa l'i
Saraaota. -r>

'The Bradenton facility is defjr>
nite1y one of our major monitoriltiS
oe:nters,..M~ganini said. "We intenl!
to haw about 500 emplDyoos by thii
end <Jt'the year and up to 1,000 ove~
the~ few ye.ais." ..

Carpeting. file csbi.nets,.fnmitur~
and computer terminals nowar:i
being inst&lJed in the Manate
County facility.,

The company will do 80me OperE
aODll in the new building by the sec

. ond qulll'ter and a!=tual securit
monitoring by mid-year, Msganir
said.
------------,
JnjoTJMlionfrom th~ Knighl ~
RidrkrfT'rilnutr Burill£13 New, wire fl

suppfemmle4 litis report. a
t>.
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Business Services
Security Industry

Jeffrey Kessler
1 212526-5162

.-

· " LEHMAN BROTHERS

CONSOLIDATION Is DRIVING

THE SECURITY INDUSTRY

WHAT ARE THE IMPLICATIONS OF THE CURRENT
WAVE OF ACQUISITION ACTIVITY?

WHY IS THE DEMAND BY CLIENTS FOR GREATER
INTEGRATION DRIVING CONSOLIDATION?

WHAT ARE THE STRATEGIES AVAILABLE TO THE
CONSOLIDATORS AND TO THE TARGET MARKET?

Adapted From Our Speeches Before the central Station Alarm
Association and the Security Industry Association, Respectively,
October 17 and November 8, 1995

[J ConsolidationlIntegrationIVerification remains.our operational theme driving
the electronic security marketplace. As corporations increasingly move toward
centralizing their security functions -- and integrating them with premises control
-- pressure grows to become big enough in scope to keep up with the clients.

[J Increasing value-added offerings works. Equipment suppliers become systems
suppliers and not only gain market share, but increase their margins. Services
(monitoring) companies can leverage off increased "menus" of services, and in-
crease their users' loyalty. .

[J The various groups of potential acquiren - from outside and inside the indus­
try - have specific goals in mind·for adding seeurity services to their product ef­
ferings. Similarly, for the companies being looked at, several strategies apply to
conducting business in a world that is consolidating. All the strategies have
considerations attached to them; however. that should make buyers and potential
sellers think long and hard.

[J How do the public companies we cover - ADT (ADT - 14, Rated 2), Pittway
(pRYA - 61. Rated 2), Pittston Services (PZS - 29, Rated 2). Sensormatic
(SRM.; 22, Rated 2), Borg Warner Security (BOR - 11, Rated 3) -- fit into this
scenario?

22501£&SU,.' ;$[ 2SUS wti.J&%li.¥6UUS I . U . lJCZCaAaC$ii :.)i)itl.Q&SitJLuse
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Figure 1: COnsolidation Is Driving The Security Industry
Mergers, AcquiSitions, Alliances on the Hor~n

..
1

!

------_._.._--- -
Mergers t Acquisitions, Alliances on the Horizon

o We believe that Consolidation is one of tile dominant
themes that wID shape the future of the industry....

2

OUR Rl!euRRINO
THEM!:

INTIORA110N,
CONSOUDAnON,

VERIIIICATION

We have spotett (mlviously about the need to confroat three trends which we felt
would 'be the theme for MCUrity ill tbe 1990& (PlSUftll) - aao:u;ty, C••oIldAllolI.
arisiq from the Deed for lDtep'ation and VerffkatioD. In brief. tile tread toward
CeDUaUzina the security fuDetton iD die baDdi of executlva III &be \1Ol]Kdte level,
rather than It an ad hoc. site·based system. is causins coauneroialand institutional
users to tty to both centralize and outsource their security JClCdJ. POI waU Sired ro
notice theIe treDds, at least one or three evCDts wauJd have to happen:

1. ADT IS a cOJIlI')aDy and as 3. stock would ba\le to do well;

2. Some outside fOlCO, such as a relt.eOln or cable compaay would have to enter the
irKJustry; IIld

3. A m.jnr cit)' would have to discontinue poUce respon~ to UDverified alarms by
Clefttnl monitoring stations.

Two have occurred. (1) /\OT has done wen as acompany, and even better as a
stade - it hjl~ doubled ...idUD the last 18 months. (2) Ameriueh bas earaed the
c1ectn:mic eJarm lnasiness. The Los Anades City COuncri.llXtDSidacl, bIU.JabJed a
bill to «liminllte pc:ilice respor.se for UIlvG'ifted alarms - one ofmaay initiadvcs
bdDB considered by mUnicipalities to lower the iDorcuiJIl bard8n of false alarms em
police foree!.

Ottbe .toremeatioued trends. Done bu flltell root u stnna111 as the pressure to
couoUcIate. The major topie ofconversatioa in the indUS"Y today is What it is
10 m, to lock lib ft..,. yean: Mne"., VIp.. have all seeD budllnes about vel)' lqe
"players" takina lit interest in the businus, But, \\'hat aretbl (0",* driving this
.;haftp? Pcuu ope come, UnmfJ:f,ately to miDd: the need to prtrVide integrated
seMc:e& to c\'er more demanding clients. led iliitia1l~ by a new breed ofcorporate
-.curRy ,tirecton,
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, Figure 2: Consolidation Is Driving The Security Industry
Mergers, Acquisitions, Alliances on the Horizon

Mergers, Acquisitions, Alliances on the Horizon

o The growth in systems integration is a critical driver of industry consolidation.
Demand for sYstems integration is created by:

........

'.

I Corporate Needs >
• Central managers need to exercise greater control over remote plant and

office sites.
• Traditional ad hoc security purchases by local personnel have created a

nightmare of incompatible systems.

I Technological Advancements >
• Access control and systems software have improved enough so that cost and

functionality are both becoming attractive to end users.
• Systems are now understandable by end users, changing the nature of the

guard business.

Demand for Integrated Services Drives CObSOUdation. More specifically, these
directors of corporate security are asking security services and equipment companies
to provide them with multifaceted solutions that are both:

• Consistent across an entire company's system, and

• Flexible enough so that individual sites can be monitored as need be (Figure 2).

In this manner, commercial security users can get away from the ad hoc purchasing
of disparate security equipment by a local plant manager, historically purchased in a
hodgepodge manner without thought of integration, yet still tailor security systems to
the locale. We backed this up with a survey we conducted showing that over two
thirds ofFortune 100 companies were actively pursuing strategies to put together,
using access control software as the glue, systems that included ccrv, access
control, alarms, antitheft tags, and various access control hardware (up to, and
including, radio frequency identification tags). .

Commodity equipment and "vanilla" alarm systems are being replaced by stand­
alone security systems which are multifunctional or by security systems which are
parts of larger "premises control" systems. This is being driven as much by the
abilities of the equipment manufacturers and service providers, as by the demands of
the end-users themselves. CommerciaVindustrial ..ecurity systems for large accounts
are already the fastest growing segments at ADT and Sensormatic Electronics.

But even small-scale security systems will benefit from integrating functions.
Equipment manufacturers such as m and Ademco have introduced and are
introducing multifunction systems priced for large home or small retail users that
offer limited access control, lighting, remote functions for relatively inexpensive
price points. ADT's Focus 200 Quantum is another example of a system, which, for
relatively limited outlay, offers a variety of security functions for many users
undreamed of in a system of moderate cost just five years ago. In other words,
marketing of multifunctional security systems is here not just for the sophisticated
corporate user, but at all levels, down to residential.

3
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tmlMAN BllOTHEPS-------------------------
• ,1'_ AJann VtrlDcadou. Aseeond ~I.or driving il'ldauy buyiDg coasidcrations

, • is the I'IIIJPdt arowth ill the absolute number of false allrm&. 'Ibc DIM IIJ.riD issue
ls beiq discussedIn this. and othcrl security iDduItry fotwDI, seemmJ!YftODStop:
0Ile thiDa is clear. the druDatic growth in resideatia1 security sy...1OId over tbe
Jair five )'I:8ZS has bfoggbt with it COIJ1lUOa$mat: arowtb in false alarms. No JUtIU
what solutioDS are ultimately agrec:rl upon to 10..the falJe a1anniD~ .... IDIm

priVMe1y mllftned tlISpOJ2SC. noise di.5Crimiaation. two--way voice, 1VXor cheaper
cerv, or various fcxms of audio verifiClliou - Ole dJiDl is oertaiD: vetityins an
a1aral by some~nlWare~ tIM poliee to dispafcb wiD lbly be I­

n:qWement for any type of mwW:sgful police response by the year 2000.

However. tbcie afonmcDtioaed V'CIlds otIDIeFJWD IIIldVaifi~~ with
price tIP lIlt.Ic:Jacd, borh~ and 5Irate,lic -.price tags .'. btJiave will caUte a
lot of .ow SIII'CIUq by boIb tile cquipmenlllld l«'Y1;o'sidn or lJM: Nldwcy. "- a
result, in dae Jut two years, we havo witDtlSld the beliwss of IDd iadunywicle
eouo1idadoD pbue wapII'IUeJfd in die armies of..StU bWJoa.-m JDO&ilOriGg
iBdustly or tho U.s milIioD cquipmtnt bosiaes&. There is no need to NCiIe what we
have witlaMd from AmaiIeOh, RepublIC Waste, aocl ADT on me IGV1ce lide• ..m
from AUny ad SeItlOl:JUdc OD the equipl21ft1t side to bear this out.

4

TH!DYNAMIC
TRINDS DRIVING
CONSOUDATION
IN TH! SECURITY

INDUSTRV

Dynamic r",nds Dtlvlna Consolidation

WllatcoBibluadoD of clyaImic trends are driviq tJds ladustry c:olDOlldatlon?
WIiaUn Che COIIIOUdIton IooldDg for, III II auKlJdJd,e (Flawe 3)? WUt He &be
....c: cllo1c:es aftUlble Ul amplUlles (Figure 4) in dIIs IadIJStl'1 which haTe to
make stJIa"' decIsioD5 O'M" Che nut Ilvt yun.

M Pi :I portn)'S. 'thme an !leveral reasons why (1) COII4oUdation is ocaming in
the industry. PiBlR 4 shows (1) why ODe ofthc driwrs is~ClritiCII­
IWMly. that1atpn:PoaallUld utielnaJ usm of security can uk for more mteJ]'atCd
syIIemJ. and (2) why ICC'IIrily companles can now fulfill this request.

. ........&8UoD ottbe badustry. There are IOIDe 12,000 I1InD sc:rrice proVid.crs
aa4 about bI1f IS many equipment manufaetl:ll'm;. The average RYCDUCI of the

FIQUN 3: conso,ldation 's OrMng The securfty Industry
Merg•..., AcqulltUons. AltIMoes on the Horizon: Dynamic Trends
Driving COnlOlldatlon

Mereen. Acquisitions. Alliances on the Horizon

I~Dof~1Dd~ = >
....1C;;.;;;ea;;;.lrI1;:.;..s;;.;;;'t..tio,;"",;;;;,;;;1l;;;;;;Eco.;.;;DO~InIIS~·;;..;;o;;;..;;f.~;;.;;,;;aIc=-- >
[£eaptibilityO!:Bq~ and Software :>
Ci>emaad for~ Systems ~

,-~-,.------- '._---_._-
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• " alarm monitoring companies is under $1 million while the average revenue of the
equipment companies is less than $2 million. Many of these companies are sec­
ond- and third-generauon enterprises.

• Central statiOD eeoaomles of seales. We believe that the ability to scale up is
best targeted Dot at installation but at" the monitoring function. Nevertheless, nO
one is going to deny that improved technology has allowed the number of clients
being serviced by each central station to go up severalfold over the last 10 years.
Companies from ADT to Guardian to Masada have discovered that adding resi­
dcDtial customers to an existinl commercial monitoring base can leverage exist­
iqplant.

• CompatlbWty of equipment and software. Over the last five years, consolida­
tion amongtbe providers of monitoring-station and MIS software, and among the
major equipment suppliers to the security senice industry, has made it easier for
larger companies to select and integrate acquisitions targets.

• Demand for Integrated systems. Corporate clients are asking for, and suppliers
ofequipment and services are being forced to offer, more complete security sys­
tems, instead ofjust "burglar alarms or "card readers." This requires capital and
management infrastructure.

• Demand for alarm verification. It requires capital to offer verification of
monitored alarms.

• Evolution ofmanapment. A combination of (I) family managements seeking
more professional advice in a changing market; {2} managements that have
turned from family or entrepreneurial into professional; and (3) managements
that went through one or another baptism of fire in the early 19905 has given
larger, outside players more confidence in the industry's ability to grow itself.

• Improved - or at least more dedpherable - accounting practices. A combi­
nation of more exposure to demanding investors, more educated investors, and
simple evolution has gradually improved the accounting practices of security
companies, to the point that at least sorneof the business is decipherable to out­
siders.

Rgure 4: Consofidation Is Driving The Securjty.lndustry
Merger, Acquisitions, Alliances on the Horizon: Factors Facilitating
eonsolldatlon Within the security IndUStry "

Mergers, Acquisitions, Alliances on the Horizon

I Demand for Alarm Verification >
I Evolution ofManascment >
I Improved Accounting Practices >
I Telecommunications Deregulation >
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, " .. TelecommnaicaCloal derquIadoa. ~ver the ultimate 01I1C00JC of the cur­

l'IIl1 teIecommuni¢8lioas bills in the u.s, Houeof~tltiyeSUICl die Sen­
• it iJ ckaf mat inUnst and ownership by telecom eornpaniei, followed by
their~tors for in-premise services. the cable companies, is. zeaJity.

6

CONSOUDATION
IN THE

SYSTEMSlEQUIPMINT
SI!CTOR

V.,ue-AdCMd Spurs Prgnt..Margln expansion; I'1ttway
and s.nst",fJlJtlc

'lbc move toWEd poviq more sophisticaud, more iatepatld security systems
~iC5 witb il.all tho typioal cilb af identif)'iq, buyiag,.inteJndiD, and runcing
*ith acquisiriofts (Pipe 5). We aU know dais is much euitr .aid dill daDe.
However, lot thoae GOlI'&puies that eucceed, dat r.w.-t is ..at f)nly more busineu.
UJd more market share. but higher profit margiDs as welL The most~ example
is the ,cars oflittlc or no profitllbility ill tbt c.ud-aceell coacrol bUsiness. Now. with
access CODU01 systems acacrally being used as the iDtqrItOr ormare compl=
1)'ItIIP5.~ 1ilcc Cui RWICo And CODliDeDW 1Dstftwnu: (aow iDt!gnttlld
with Sensarmatic's Software House di~isioD.) have become "value adders," instead
ofjust equipment companies.

The most shilling example of what prop« cousolidation can JDCUl to a QOIDPIDY bas
beeD Pittway'i ability to move fran beiDa a lNdin. provider ofcommodity. !De-'too
alum panels IUd eQuipment to a compaay btaVily !nukedllJ systems ales to lach
comparrles of Johnson COI1trols and TraDe. O'Iet the1ast five ,em. opcratins
m.f£in.!l for Pittway" secwity and fire divisiOD bas more IbiD dOllb1~ too~ 1%
from under 3~.

AmODg tile majm fallacies we '"~ IiOm~ pu.b11~ mvcaUln' 1Idr.ofmt.c:ft* in (or
dismisul of) ScDswmatic's iDdustrial business lIS "ower maraint

' Itlarivc to its
oriJiuJ antitbett tal lusmeas. AJdwup _ ~ 1JUl'a#l ofScuwmItk;I.
cammCllclaVaadusf:iaI busioc:ss is ..nerally lower than irs ovcnU IDIf8in (appro;ll;­
imarelym.id~ versus ~j''il&). the aross JIIIfI1D 111 dJc wmpw,', commcn;U&II
iDdustrial busiDass has been rising over the past fivl years due to vl1ue added. while
SUfIin. re.VC1WCll IDe! IIUlt'ket share nave allowed SOM to tan dmmatiClllly l&¥AiU$l
revenue. Thus. Sensonnatic's "lew-mqiD" business in 1996l1li)' end up with a
bigbor operating IIWJlns than that ot" the tal busiDess OIl wblch Wall Street foc;:usc:!i.

Figure 5; Consolidation Is Driving The ~rity IndustrY
Mergers, Acquisitions. Alilance$ on the Horlzon

Mergers, Acquisitions, Alliances on the' Horizon

• &ampJcs ofcompanies acquirina to provide systems integration
include:

•SCDsomwic has bouabt {our I)'stans intelJ'llln'S IUld now
may lluy SOJDC of iIs cIcaIen.

• Pittway Us acquilld XCltOD (ac:c:as COIl!IOI) aM kveliD
(CClVl

· PiIIctztaD·. =cDtly l'Xluiled two teIioDal systems
ba~ Omop Corporate Security in California IAf SoL.
TCIIbeck Co, ill Obio.

•ThrouP 1Cqw.itkm. PanlSODic is addinJ pmItil&lzoom 8114
switebilJ aystmls.

• PWIips lICq1Iirad lude.
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Over the last year or two, these drivers have caused a marked increase in mergers
, 'and acquisitions in the systems and equipment industry. Examples of companies

acquiring to provide systems integration include:

• Sensormatic, which has purchased access-control systems leader Software
House, Robot Research in CCTV control equipment and four leading systems
integrators.

• Pittway, which recently acquired its own systems integrator; earlier purchases
include Xetron in access control and Javelin in ccrv.

• Pinkerton, by acquiring California and Midwest systems integrators, has backed
up our contention that the guard industry will move toward more higher "value­
added" security personnel - and higher day rates.

• Panasonic, which is moving toward becoming a CCTV systems producer by
adding pan/tilt/zoom and switching systems -- making the transition from com­
modity camera producer.

• Phillips, the huge Dutch electronics conglomerate, which has acquired BurIe
Industries.

"Hot Spots" In the Equipment Industry

What types of equipment are being eyed by potential acquirers in the equipment
industry (Figure 6) seeking to increase both market share and profit margins?

• Security Systems Integrators. Clearly, high-guality security systems integra­
tors are being combed now by the largest equipment companies.

• Access Control And Software. The glue for constructing an integrated security
system, the access control systems, is also a critical building block. Although
software for physical access control likely will be in greatest demand, we would

Figure 6: Consolidation Is Driving The Security Industry
Mergers, Acquisitions, Alliances on the Horizon: Equipment
and Systems Wanted As Potential Acquisitions

Mergers, Acquisitions, Alliances on the H9rizon

(J What types of equipment and systems do we see as most desired by
acquirers?

• Systems integration

• Access control, including cards, biometrics and transaction!
data security

• Value-added eerv (i.e., switching, multiplexing
and transmission)

• Alarm verification

• GUI (graphical user interface)

• Fire control and detection

7
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• ., also closely study dataItran*tiOD liottwar~*urity and. other toms othardvroJ'C,
such IS bi.omoUicS and, ultimately, smart cards and radio frequency identification
cards, as~tion tafle&S.

• CCTV 8yIttms BeeoIIiDg More Fundioul for Lower PrIces. several CCTV
COfDIMDies have been .cquircd recently, With the acquisition ofAme:tican Dy­
DllDicsll1d R.obot by SeIIsonnatic. Bude by PhillIps and ]awlill by ftttWay; the:
VIllOUS relltliDiJla ieaders in switeh1ni. multiplexing, and tnnsmiulon tedmo~­

OJ.V lII'C beiI,l00ke4 at by the both the prcvicusty men1ioJU:d acquiring campa­
aies .. well as by Aft poteutial acqWms.

• Fift!MIItrol ad de.dOD sysfelUS. The surxc in seminars at security confer­
eaces Oli chc iutallad0r2, monilOriag and di.spatdl issues pcrtIiDin& to fire
equipolent' ill. pnbabty the best example ofbow imDOtUlDt 'this!Ii. is becoming
to the -=ity induaVy. Could Piuway have iDm:ased its mazkct shire in the in­
du!£tty the Wily that it haa wilbout iti fire business?

.. CUI ..... V...mc..tion EquipmeJlL Newer ceclmo)OJies. such II1I'JPhica1 user
i1u.c::rfacc softwatc, or OUI (which allows complicated syIteInJ mOllitorin& to be­
come cimpJw OIl a screen), and alarm veriflcatiOD soflwan! IIld equipment. apo.
p:II'to be tho proviaeelt ript now, of iatemaI developlDlPl However, j\1St as
MAS bas ...... out a cipiiieant Diehe for itlf!l' in providin, Ilarm-.mon.ilorioa
software, $0 too do we believe that the above areu win end up with OU1Sourced
prod,*~.
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CONSOUDATION
IN TH! ALARM

MONITORING
INDUSTRY

Wall Street Is Beginning to Undel5t11nd

No watter huw &Ct1v~ the pnv,* investment IIIIItXct i.D olanD eompaIli_, the public
.1II£k«nquired the !eMil', ADT. to do well in the ItOCk mark«, 10 as to IItraCt
brCIder~ ",r other compiIDiu. Tbat ADT bu dofte wen. we belie".. bas
attnlCSCd public capitm into the marketplace. IDd bas holped mVtlltorspub for SU<i.J.t

CWIlU IS a s~a.I tracking lilOCk. in~idc: tbe Pittstoo Oroup of thQ two Brialc:I *W'ity
compIIties - hotne security and artnCftd 11iWpOrt.

From amder pcrspectiv=, AItrs success bas attraef«I capita! to the illdutry,
whicb is auemptit\8 to UDdmcud in depth for dlc fiI1t tUDQ 50JDQ of the
idiosyncrasies of this business - sgch as, 8CCOIIntiag proccdwa (ranting from how
attrition 15 calculated m depreciation scbodules). .

Widl its tast-track leamin, hal on. Wall Street Is begUmiJJa &D u.nt:krstaDd twu truua:>
about tho security iDdu.stry:

• lbat its finaDeiaJs are somewhat different from 1be cable and paSinl iDdwtry ••
that it Nquircls I ahi,. level of oaaoio&'capital Clpendiwre mao cable, for in­
staDee.. To be fonbript with Wall Slreet, when.UussiD, this iJJduslQ, if one.
wants to braS about a high level ofEBl'l'DA. one must al$O be WiIliDg to talk 51­

muJtaaeously about capital expenditures and what is loft over ill fret euh.
Somedmes itOs not much.

• Securil).like e:.tblc, can be: considered a hiIb value-added service, IQd a part of
an ovenll premises CXXItrol pac:kap:. The only quesdon being, which iIldllStry.
olocuoDic security, cable, telecom. facilities~t, or HVAC. will best
define to \ISm what their vision of "prani$e$ cOdtml" is.
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• ., And it is clear that outsiders have a strong interest in this industry. ADTs
agreement to buy Alert Centre has been overshadowed by Ameriteeh's two
purchases, and, to some extent. by Republic Waste acquiring Kurtz and Scott in
Florida. It is well known that TCI Group has funded a small alarm company in
Houston, while EDS has a small investment in a publicly held company.

Lehman Brothers has been involved in the security industry consolidation process.
Among the many questions asked, the most frequent is: "What exactly are these
companies looking for in entering our industry?"

Figure 7: Consolidation Is Driving The Security Industry
Mergers, Acquisitions, Alliances on the Horizon: The Consolidators

Mergers, Acquisitions, Alliances on the Horizon

CONSOLIDATORS

t t , t t
Industry Financial I Telecom Media

Participants Sponsors Companies Companies

Figure 8: Consolidation Is Driving The Secur:ty Industry
Mergers, Acquisitions, Alliances on the Horizon: Industry Participants

Mergers, Acquisitions, Alliances on the" Horizon

I - IINDUSTRY PARTICIPANTS

-
Strategy Candidates

• Grow recurring reveunc • Acquiror able to provide
stream "seamless" service

• Capture economics and • Compatibility of syste1lll
efficiencies where • Helps acquiror achieve
possible critical density

• Geographic expansion 0

regional boundries
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. "
Who M the Consolidators In the l!/ectrDnlc Alarm Inauatry

Four groups of consolidators 8fO facing the electronic alarm Industry
tuday (Figure 7):

• IndusIry pardcipan~

• FiDancia1 Spoa.sor1i

• Telecom eompuies

• Media companies

1IIc1'01trJ ParCldpaau (haure ts). Wbcn a company WI Idd DCW IUbscrtbcrs tor
20l·25l D1ODlblyl'ClC\ll'rill, ~VODue (MRR), it takes .ood caocIidate seloction and I
pxJ iD1qrItor to lUkt: III acquisition at 3Sx-4Ox MMK, IDd tbtrI satfieitatly
''tatiou1ize IDd synerai:zt" to lower the pro forma lDUlapl. dowa CO 25x-3Qx..
NeVlltdwJeu. for those com...whkZ WIDl to merae or acqUire ia order to
....tIlO\lP BInDA to either dominate I market or to ao pobUc, tbete abilities
~eritiet1 .

.FlDaDclaI SpoIItOl'S. The Dltule 8l1d size of tiDaaclaJ spoason 100Idag at this
iDcSus1ry bas cblt!F' drudcally over the last fivt yem (FiJ1ft 9). Previously.
lI'Oups like T/A Associates, Patricof. CbemieaI Veituzea. BariJtoJl Partners were the
mainstay ofprivate fiaMace behind companies. However, the eatranee ofCitilXlP in
1994. wbiclJ pmcbued Smith Alarm. noti~just.small amount for a slDlll
perc.entage ofdie COD1PlDY, changed some of theJ~. ill .my opiaion.

Altboup DODO of the verry large pri\lJte pools havelUlfJlced iDthe DCWIpIpefI yet in
eolUlOCtioa wiCb dUB iDdustryI dlc)' are thttt, IookiaglDlinly for "pIIffanaI" of weD·
posi1ioDed cOlDJ*,ie:s and searc:hinJ! for aood maaaJoments to nUl them. Their strat-

Figure 8: ConIoIida1iOn Is Orlmg The Security Industry
Merger'St Acqulsltlons, AIllanc•• on ltIt Hori2on: AnanoJat 8ponsors

Mergers, Acquisitions, Alliances on the Horizon

___J
le8m

nent

[ FINANCIAL SPONSOR~~ ... ..

StratesY Candidates

•'''Buy IUId Build" strategy • CapacitY for ac:quisid
• P.rovh1c: capital tOI ·Matbtnio

growth pesi,lion
• Good mMlagc:ment
• Residential compo
.. Adequate fmucial

returns
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, 'egies appear to be primarily based on providing capital for growth under a ··buy and
build" scenario, rather than a classic leveraged type of transaction. In addition,
several of these private pools have expressed a preference for companies with large
residential components..

Telecommunications Companies. It is no secret that telecom companies. like
Ameritech, are interested in the security industry because they desire to expand the
menu of interactive services they can offer subscribers (Figure 10). Furthermore.. the
addition of new services provides them with a competitive tool against the cable
companies, which are looking at the industry, but are somewhat behind on the
learning curve. What many don't realize is that, de~pite the existing and future
regulations out there, pushing the envelope and establishing an inter-LATA
presence, while risky. can also establish precedence and presence over a wide area
that other potential entrants - now regulated .- may have a hard time dislodging
when. in several years, telephone companies are free to enter the alarm-monitoring
market.

Essentially, what the telecom companies are looking for are companies with good
management, because the telecoms readily admit they don't have the knowledge to
operate on a day-ta-day basis these very service-intensive businesses. Second. the
telecom companies, unless they want to really ·'push the envelope," generally are
looking for a good geographic fit, and an initial platform in an area, from which to
make further acquisitions.

Media Companies. Except for a small operation funded by Tel Group in Texas.
the cable companies are latecomers to, but very interested in, the alarm industry
(Figure 11).

Figure 10: Consolidation Is Driving The Security Industry
Mergers, Acquisitions, Alliances on the Horizon: Telecom Companies

Mergers, Acquisitions, Alliances on the Horizon

TELECOMMUNICATIONS COMPANIES- I
Strategy

• Expansion of interactive
services menu

• Establishment of an
inter-LATA presence

• Competitive tool against
cable companies

Candidates

• Good fit with geographic
strategy

• Good management team
• Initial platfonn followed

by acquisitions
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• ,c . Figure' 1: consorldatlon is Driving The Security Industry

MeI1"'" Acquilitions, ADlancM on the Horizon: ""18 Companies

Mergers, Acquisitions, Alliances on the Horizon

11.-.__~_.~IA_C.?_~_ANIES_'::_~_J
Strategy

• Leverqe the wire into
tbehome

• Vehicle to increase
peaetra1iOllofthe
COJDD)Cl'tial market

• Competitive tool against
phoDe companies

Candidates

•.Good fit with geographic
strateI)'

• Good 1IWIaI0tUe!lt team
• CommerciaJIresidcDtial

mix, depeDding on the
company

•

12.

WHATARI
THI! STRATEGIC
ALTERNAnves

AVAILABLE TO ALARM
COMPANY

MANAGI!MI!NT8?

Previous expetieDCtS by TUDe Wamer and multifamily security - cable television
joiDt YIPUJrtS (DatavisiOl1, IDe•• as an example) - in the early 1980s evidently
soured CIble opentars, before they discovered that (1) security must be run by its
own iDdw;uy mana.aementl. and (2) in che interactive ap, security can be offered as
another service (II opposed to aseparate business) to leverage "'the wire" into a
home. Obviously. cable television compaJtics see security u & means to differcmtiate
tbamselves from., aad compete with. the telephon. operators.

cable companies also view security as a means to penetrate the conunercial market.
Until now, cable companies bad seeD itself in the COlllDJeroW Ilea as locked into
bars and restaunIIltS. Now. tbey be1i~e that, by offerinS & security service to
buliDesses, cab1t companies gain a possible markctiDg entree tor atbel' services..

A. number ofalternatives are OpeD to alarm comp;u:iCl - particularly those which
vicw cbemsclvcs as hi,h-quaJity, smaller rqional fir.m.s (Fiprc 12). AU have
ocnain Idvant.ages. but all also imply certaiIl considerations..

Do NotblDg - Or EveD. llua tbe Busbl..Down. One stratqy. witb two options.
is to maintain the status quo, m.et'fly invcstinB in the core bUliness to keep service
levela up. nus~. result in a continued, successful busineN for $Qme time to come.
However. be awae that pricilll pressures. particularly on the instllllation cnd, 8M

buildina in the il1dU$b:y. cbicf1y from laraer companies. In addition. the major
cbaIIenF. small competit()f faces 11 the lqercompanies' ability to provide an
array ofcompetiIive products and services. 1DcreaaUlaly, the iarger companies are
Iearoina how to market their menu of offct'ings, and this may be the biaaest threat of
all

AI! altel'Dllive to th. above, and one that is viable and anractive for some, Qta)' be to

run off the buliDeA:, taking out cash, investing in existinl custosnen. but Dot in new
custome.rs. Por manapwents which don't have z.nother pDeration to take over the
reins, but which Devertheless art thinking about long·term planning. this is a
workable alternative.
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, <Figure 12: Consolidation Is Driving The Security Industry
Mergers, Acquisitions, Alliances on the Horizon: Strategic
Options

Mergers, Acquisitions, Alliances on the Horizon

• Alarm companies may pursue a number of strategic altemitives.

I Status Quo I I Build Business I I 5eIlCompIDY I
Coatinue to invest Pursue new growth Clpture immediate
in core business strategies vl1ue

Considerations Considerations Coosiderations

• PriciD& pressure ftom • At:ua to CIplW • WbIt cIoa it like to
...COIqlClitcxs • CreMe MMR iDtcnlalI: .-IIIizeprice?

• Ab1liIy to provide or extemaIly •suarep: VI. flllllllCiai
COIqldilive producUI • CoalelitveDess for bu)'en
services ICqIIisilioDs

• Geograpbic expansion
• ProdoctIIel'Vice

expI\IISioD

BuDd the Business. Many in the so-called middle-size market wish to grow their
businesses, and even combine with other companies of similar size to gain market
share and certain economies of scale in a given geographic area. Certainly, the au
courant thinking in the alarm business today is that small is not so good anymore,
national is nearly impossible to accomplish, and regional or superregiona" is the way
to go. However, there are a number of considerations which must be taken into
account at this level:

• Access to capital -- stay with the bank, go the venture capital route, or go public?

• Create monthly recurring revenue internally (cheaper, but much.slower), or ac­
quire?

• IT one decides to acquire, what is the competitive landscape for those acquisi­
tions?

• In expanding geographically, does one try to saturate the State ofFlorida, or ex-
pand more broadly in the South? -

• In expanding, how much new product and service does your company have to
offer in order to be competitive: wireless backup? human response and verifi­
cation? TVX or eerY? access control, and if so, which type?

An Inidal PubUc OITering. As always, with the aforementioned choices, access ::0

capital becomes a critical choice. Going public is a route that can provide capital for
the business and allow the owners to take out a portion of their investment. The
success of ADT, and the appeal of Brinks Horne Security to the investment public,
will allow capital to be raised satisfactory valuations to alarm company manage­
ments, we believe. However, only a company of some size in this industry is
advised to go this route. We believe a minimum of $40-$50 million of total revenue

13
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aDd a mjnhnwn of $2.0-52.2 million ofMRR. is the low _ at wllich • "p.
J'C&pectabk iDvestm&:Dt b.mk. wiD tab OD the task. C.omiI. public with too small •
"float'" of tnading sbares. wbidIi.. what bappened with Prottdioa ODe. docs lOt
al10w cnoup !radin, - and thctcforc ovcrall market iDtcnsr - ill tht ItOc:k to build.
A1w. most ofth~ alarm iDdusUy 11M little experience witb IJIIU:ketiq to public
inveaors, both before the 1PO and forever after in the pgbU~ m.ut- whim can
become It dauotlna expericocc. What WaIl Street believes is imPottaAt to yoor
busiocss may Dot coiDcide one iota with what you believe.

Sell lie Compa.llf. Selling the oompany captu1."!5 III: imrMdiae value.. It caD lIso
leave a Jot. On !:be table and liDly ends a coanection for a family whichbu lived
with the businesa for)tll1. As such, it may initia111 seem like a ,GOd idea. but
1I1rimateJy he too munh of all emotional undenakinr to com,p1ca:. Also, fa sellin, a
company to capt\lfe the immediate value of the market. one bu .to bow how to
ml.l'ket that valul!\ - simill1f fn it-Ami,,! hnw to market your ''value" In Wall Street.
What d<lCS it take to mWmize price in today', mvbtpl8&::C. 1bat 80IUlds like
ancXher wsnmu (or this iIIdustry ,mup.
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